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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

MARVEL, Judge: Respondent determ ned a deficiency in
petitioner’s Federal incone tax of $79,982 for the taxable year

endi ng on Septenber 30, 2002 (2002 taxable year). After
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concessions,! the issue for decision is whether petitioner was
entitled to claim$220,000 of the cost of acquiring uninproved
real estate in Decenber 2001 as cost of goods sold or
alternatively, to deduct the anpbunt as a business | oss under
section 165(a)? for the 2002 taxabl e year.
FI NDI NGS OF FACT

Sonme of the facts have been stipulated. The stipulation of
facts is incorporated herein by this reference. Petitioner’s
princi pal place of business was in Idaho when its petition was
filed.

Petitioner, a C corporation that uses a fiscal year® ending
on Septenber 30 and a cash recei pts and di sbursenents
(cash basis) method of accounting,“ is in the business of

residential real estate construction. During its 2002 taxable

1'n the notice of deficiency respondent disallowed $9, 931
that petitioner clained as a bad debt deduction and $4, 722 t hat
petitioner deducted as the cost of enployee benefit prograns.

Al t hough petitioner has not expressly conceded these adjustnents,
petitioner failed to contest the adjustnents in its petition or
at any time during this proceeding. Accordingly, we deemthese

i ssues conceded. See Rule 34(b)(4), Tax Court Rules of Practice
and Procedure.

2Unl ess otherwi se indicated, all section references are to
the I nternal Revenue Code, as anended.

3Sec. 441(e) defines a fiscal year for a taxpayer that has
not made an el ection under sec. 441(f) as a period of 12 nonths
endi ng on the |ast day of any nonth other than Decenber.

‘Sec. 448(a) provides that, except as otherw se provided in
sec. 448, a C corporation’s taxable incone shall not be conputed
under the cash receipts and di sbursenents nethod of accounti ng.
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year and at all relevant tines petitioner had two corporate
officers, David L. Wite (M. Wite) and Mchelle Wiite (Ms.
VWite). M. and Ms. Wite are husband and wife.

On or about Decenber 20, 2001, petitioner purchased four
parcels of adjoining land in northern Idaho (the Bl ossom Mountain
property), totaling approxinmately 80 acres, from Vernon J.
Mortensen (M. Mrtensen) for $290,000. Petitioner paid $10, 000
to M. Mirtensen’s conpany, Tinberland Ag L.L.C., on Novenber 1,
2001, and $190, 000, $1,669.34, and $28 to North Idaho Title Co.
on Decenber 21, 2001, April 1, 2002, and July 17, 2002,
respectively. The balance of the purchase price, approximtely
$90, 000, was financed through a prom ssory note.®> Petitioner
pl anned to build four homes on the Bl ossom Mountain property and
sell the honmes at a profit.

To reach the Bl ossom Mountain property, petitioner used an
access road that crossed an adjoi ning property owned by Dennis
and Sherrie Akers (M. and Ms. Akers). On January 10, 2002, M.
and Ms. Akers filed suit against petitioner and M. and Ms.
White in the District Court for the First Judicial District of
| daho (1 daho district court) for negligence and trespass and to
quiet title. M. Mrtensen and his wife, Martie Mrtensen, were

| ater added as def endants.

°The details regarding the promi ssory note are uncl ear but
ultimately are not necessary to resolve the issue in this case.
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On Decenber 20, 2002, petitioner filed its Form 1120, U. S
Cor poration Inconme Tax Return, for the 2002 taxable year. On the
Form 1120 petitioner included the $220,000 it allegedly spent®
Wi th respect to the Bl ossom Mountain property in petitioner’s
cost of goods sold.” Although the Akerses’ lawsuit was stil
ongoi ng when petitioner filed its Form 1120 for the 2002 taxable
year, petitioner clainmed the $220,000 anount on its 2002 taxable
year return because petitioner did not have | egal access to the
Bl ossom Mount ai n property and contended that the property was
wor t hl ess.

On January 3, 2003, the ldaho district court issued its
findings of fact and concl usions of |aw and order (decision) in
favor of M. and Ms. Akers, finding that the defendants,

i ncluding petitioner, did not have a conpl ete easenent over M.
and Ms. Akers’ property, had trespassed, were negligent, and had
engaged in malicious conduct. On August 21, 2003, the defendants

filed a notion for a newtrial. The lIdaho district court

5The record does not explain how petitioner calculated the
$220, 000 anount.

‘On its 2002 Form 1120 petitioner clainmed that it was a cash
basis taxpayer, but it reported gross receipts or sal es of
$1, 312,157, cost of goods sold of $1,139,540, and openi ng and
closing inventory amounts of $5,000 each. In the notice of
deficiency respondent reduced the cost of goods sold by $220, 000
because “there is not a closed and conplete transacti on which
occurred during * * * [the 2002 taxable year]”. The record does
not explain why petitioner, a cash basis taxpayer, was allowed to
cl aimany cost of goods sold adjustnent.
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characterized the defendants’ notion for a newtrial as a notion
to reopen the previous trial on the basis of new evidence and
granted the notion. On April 1, 2004, the Idaho district court

i ssued a second decision in which it again found in favor of M.
and Ms. Akers. The Idaho district court inposed wllful
trespass danmges agai nst the defendants in the trebled anount of
$51, 008. 55 and i nposed punitive danmages of $30, 000 agai nst M.

Wi te.

After the lIdaho district court issued its April 1, 2004,
decision, North ldaho Title Co.’s insurer issued a $200, 000 check
to petitioner. Petitioner gave the check to its attorney, Robert
Covi ngton (M. Covington), who deposited the check into his
client trust account on August 17, 2004.

On May 28, 2004, petitioner filed a notice of appeal with
t he I daho suprene court. On Cctober 14, 2004, M. Covington used
$154, 049 of the $200, 000 he had received fromNorth Idaho Title
Co.’s insurer to secure a bond with the Idaho suprene court with
respect to petitioner’s appeal. On Decenber 30, 2005, the |Idaho
suprene court remanded the case to the lIdaho district court. On
Oct ober 6, 2006, the ldaho district court issued its decision on
remand, once again finding that the defendants, including
petitioner, did not have a conplete easenent to the Bl ossom
Mountain property, that M. and Ms. Akers were entitled to costs

and attorney’'s fees, and that the defendants were |iable for
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damages. The defendants appeal ed the Idaho district court’s
order on remand, and on June 4, 2008, the Idaho suprene court
i ssued an unpublished opi nion remandi ng the case to the |daho
district court.?
On January 11, 2008, respondent issued a notice of
deficiency to petitioner with respect to petitioner’s 2002
t axabl e year that reduced petitioner’s cost of goods sold by
$220,000. Petitioner tinely filed a petition in this Court.?®
OPI NI ON
Cost _of Goods Sol d

I n a manufacturing, nerchandising, or mning business, gross
i ncome neans the total sales of the business |less the cost of
goods sold plus any incone frominvestnents and frominci dental
or outside operations or sources. Sec. 1.61-3(a), |ncone Tax
Regs. A taxpayer’s cost of goods sold is determned in
accordance wth the nmethod of accounting consistently used by the

taxpayer. |d. The anmpbunt a taxpayer clainms as cost of goods

%W take judicial notice that on Jan. 22, 2009, the Suprene
Court of Idaho withdrew its unpublished opinion issued on Jun. 4,
2008, and issued a new opinion affirmng the Idaho district
court’s judgnent that the defendants did not have an inplied
easenent and that the defendants’ prescriptive easenment is 12.2
feet wide, vacating the lIdaho district court’s judgnent as to the
| ocation of the prescriptive easenent and the award of damages,
attorney’s fees and costs, and remanding the case for further
proceedi ngs. Akers v. Mrtensen, 205 P.3d 1175, 1185 (Idaho
2009) .

°On Cct. 6, 2009, we ordered the parties to file posttri al
briefs. Only respondent filed a posttrial brief.
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sold is not subject to the limtations on deductions found in
sections 162 and 274 but rather is treated as a subtraction from
gross sales to arrive at a qualifying business’ gross incone.

See B.C. Cook & Sons, Inc. v. Comm ssioner, 65 T.C. 422, 428

(1975), affd. 584 F.2d 53 (5th Cr. 1978); see also Metra Chem

Corp. v. Comm ssioner, 88 T.C 654, 661 (1987). A taxpayer mnust

substantiate the amobunt it reports as cost of goods sold and nust
mai nt ai n adequate records for this purpose. Sec. 6001; Nunn v.

Conmi ssioner, T.C. Menp. 2002-250; Wight v. Conmm ssioner, T.C

Meno. 1993-27; sec. 1.6001-1(a), Incone Tax Regs.

As a general rule, in all cases in which the production,
purchase, or sale of nerchandise of any kind (inventory) is an
i ncome- produci ng factor, inventory on hand at the begi nning and
end of the year shall be taken into account in conputing the
taxabl e incone for the year. Secs. 1.446-1(a)(4)(i), 1.471-1,
I ncone Tax Regs. |If a taxpayer nust use an inventory, the
taxpayer ordinarily is required to use the accrual nethod of
accounting with regard to purchases and sal es unl ess ot herw se
aut horized. Sec. 1.446-1(c)(2)(i), Income Tax Regs.

Section 471 generally prohibits the use of inventory

accounting for property other than nerchandi se. Hones by Ayres

v. Conmm ssioner, 795 F.2d 832, 836 (9th Gr. 1986), affg. T.C

Meno. 1984-475. Property other than nerchandi se may be

inventoried only if the regul ations under section 471 expressly
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provi de for inventory accounting or the Conm ssioner has
consented to the use of inventories for such property. [d. As a
general rule, real property is not nerchandi se for purposes of

inventory accounting. See WC. & AN Mller Dev. Co. V.

Commi ssioner, 81 T.C. 619, 630 (1983); Atl. Coast Realty Co. v.

Comm ssioner, 11 B.T.A 416, 419 (1928).

Petitioner apparently uses an inventory in its business even
though it clains to be a cash basis taxpayer. The record does
not explain this oddity. Assumng for the sake of argunent,
however, that nerchandi se is an inconme-producing factor in
petitioner’s business and that petitioner is required to use an
inventory, petitioner has failed to prove that the Bl ossom
Mount ain property is nmerchandi se properly includable in
calculating petitioner’s cost of goods sold. Petitioner also
failed to prove that the Bl ossom Mountain property, even if
properly classified as nmerchandi se i ncludable in inventory,
shoul d not have been included in closing inventory for purposes
of calculating petitioner’s cost of goods sold. Finally,
petitioner failed to prove that any anount in excess of
$201, 697. 34 was the cost associated with acquiring the Bl ossom

Mount ai n property.1°

PEven if the Bl ossom Mountain property were properly
classified as inventory, petitioner would not be entitled to
i nclude the cost of the property in its cost of goods sold
expense for the taxable year 2002 because it continued to own the
(continued. . .)



1. Busi ness Loss

We turn then to the real issue as we see it--whether
petitioner is entitled to deduct a loss on its 2002 taxabl e year
return for its cost in acquiring the Bl ossom Mountain property
because the property becane worthless in that year. Petitioner
acknow edges that its Form 1120 nmay have been prepared
incorrectly with respect to the $220, 000 deduction for cost of
goods sold but argues that it may nonet hel ess deduct a | oss
attributable to the Bl ossom Mountain property. Al though
petitioner’s argunment is not entirely clear, petitioner appears
to suggest that the $220,000 it deducted with respect to the
Bl ossom Mountai n property qualifies as a business | oss under
section 165. 11

Section 165(a) allows a taxpayer to deduct any |oss
sust ai ned during the taxable year and not conpensated for by
i nsurance or otherwise. To be allowable under section 165(a),
the I oss nust be evidenced by a closed and conpl eted transacti on,

fixed by identifiable events, and actually sustained during the

10¢, .. conti nued)
property on Sept. 30, 2002, and did not prove that the property
was worthless as of that date.

1petitioner stated in its petition: “At the tinme of our
tax preparation, we were unable to use, access, sell, build, or
borrow noney against this property because of legal litigation.

Since this was a useless investnment at the tine, and we were |ed
to believe that this purchase was a conplete | oss to our conpany,
we believed that taxes were prepared properly.”
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taxable year. Natl. Hone Prods., Inc. v. Conm ssioner, 71 T.C

501, 521 (1979); sec. 1.165-1(b), Incone Tax Regs. Section
1.165-1(d)(2)(i), Incone Tax Regs., provides in part:

| f a casualty or other event occurs which may result in
a loss and, in the year of such casualty or event,
there exists a claimfor reinbursenent * * * no portion
of the loss * * * is sustained, for purposes of section
165, until it can be ascertained with reasonable
certainty whether or not such reinbursenent wll be
recei ved. \Whether a reasonabl e prospect of recovery
exists with respect to a claimfor reinbursenment of a
loss is a question of fact to be determ ned upon an
exam nation of all facts and circunstances. * * *

A reasonabl e prospect of recovery exists where the taxpayer has
bona fide clainms for recoupnent and there is a substanti al
possibility that such clains will be decided in the taxpayer’s

favor. Ransay Scarlett & Co. v. Commi ssioner, 61 T.C. 795, 811

(1974), affd. 521 F.2d 786 (4th CGr. 1975).

As wth nost other deductions, a taxpayer ordinarily has the
burden of proving each of the elenents of a deductible |oss.
Accordingly, the deductibility of petitioner’s alleged |oss
attributable to its investnent in the Bl ossom Mountain property
depends upon whet her at the close of petitioner’s 2002 taxable
year, petitioner’s alleged | oss was evidenced by a closed and
conpl eted transaction, fixed by identifiable events, and actually
sustained during the taxable year. Moreover, petitioner nust
prove that as of Septenber 30, 2002, there was no reasonabl e

prospect of recovery with respect to its investnment in the
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Bl ossom Mountain property. See Natl. Hone Prods., Inc. v.

Conmi ssi oner, supra at 522.

Petitioner has failed to prove any of these el enents.
Petitioner’s claimed | oss with respect to the Bl ossom Mountain
property was not evidenced by a closed and conpl eted transacti on,
fixed by identifiable events. On the contrary, at the close of
petitioner’s 2002 taxable year the Idaho district court had not
yet issued its first opinion in M. and Ms. Akers’ lawsuit. The
| awsuit remains unresolved to this day. M. Wite s belief that
the lawsuit woul d be resol ved agai nst petitioner, however
sincere, does not qualify as either a conpleted transaction or an
identifiable event. |In addition, petitioner failed to show that
the clained | oss was actual |y sustai ned during petitioner’s 2002
taxabl e year or in any other year. M. VWite testified that he
consi dered the Bl ossom Mountain property worthless as of the end
of the 2002 taxabl e year because petitioner did not have any
access to the property. However, petitioner continued to own the
property, and there is no credi ble evidence that petitioner could
not acquire access to the property in sone other way or that the
property had becone worthl ess as of Septenber 30, 2002.

Finally, even if petitioner had established that it
sust ai ned a $220,000 loss with respect to the Bl ossom Munt ai n
property during the taxable year 2002, it still could not deduct

the | oss because it had a reasonabl e prospect of recovery as of
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the end of the year since it had a claimunder its title

i nsurance policy. |Indeed, petitioner actually received

rei nbur senent of $200,000 for its loss fromNorth Idaho Title
Co.’s insurer after the Idaho district court issued its April 1
2004, opinion. Accordingly, petitioner has failed to prove that
it is entitled to a business |oss deduction under section 165(a)
wWith respect to its investnent in the Bl ossom Mountain property.

[11. Concl usion

For the foregoing reasons, we hold that petitioner is not
entitled to include in its cost of goods sold for the taxable
year 2002 the sum of $220,000 or any other anount attributable to
its acquisition of the Bl ossom Mountain property. Alternatively,
we hold that petitioner has not nmet its burden of proving that it
is entitled to deduct the $220,000 anmount as a business | oss
under section 165(a).

We have considered the parties’ argunents and, to the extent
not di scussed herein, we conclude the argunents are irrel evant,
nmoot, or without nerit.

To reflect the foregoing,

Deci sion will be entered

for respondent.




